| mmmm l Hummm;nlmwwulmmm Il “HHJHHHH ”‘HHHHUHH”‘Hiimumw

ST TR TR T8 ML LR TR e e e b e v T W ssivadind n v noml e ket e 3 veastd s a1 o o i

it}

muu.‘“uu

iy

i
SR A M

LA e S W
R uwwmmmmmwmm“.ummm

i i .«lhml’h i
i ..MWWM.« B G S

T
B mﬂm»mwmwhw«wﬁ%} £

A e it
i

T

i

i

um’mmmﬂmm«wmumnumumemmmwmmn
) Gkl S

“““*mE 'r:E:e

O TR
e S
i

T lﬁm " i

e

i ‘mew&ww

b

e R B

S v i
A

e

il

T

il

M“%mw
e e

TR

e ”‘umuuwvuum:‘w ;HWMW;u:uuuuuu;i:1;:;mmuu;.‘umu;m;mu:;‘V;J;H:::‘m;‘:‘:m_wm

R
i L

[

S e
[
i

R

i MWWWWL’PWW gl

e s B i

R,

W—uw»mwmnm
i i s
i pfo

T tymrmw»uuwmm umuuumm.mwuwmu
mm??'?.':“ 1.’1,‘%‘11}.‘
i
M

“‘““““‘MWH‘““‘““““"“““M g
Tl i

i

e e e e

rUwSON
ﬂNAN@M\L

i i e
wunummw‘» i

i u.u.. JMMM w u.uwuu iy
S iy

mmu; ikl

e e

AW O

iniicid
iy

TR muJmwmm”w i
T il
i

Y
A

e A A b A
Hw‘ i il fm i

” ““w: A

AR

il s -M“MM T e

e

e T o

i

R R
R e

e G R

i il
R L

i

i uun\

e e

e

i :‘““m“"m

i

G

m
lmLumm il Jnmn,wmmmum

il

i i ] " il

A

i, i
AR o s i il




" Cooperaive Bankehares

Profile

Cooperative Bankshares, Inc. (the “Company”) is a registered bank holding com-
pany incorporated in North Carolina in 1994. The Company was formed for the
purpose of serving as the holding company for Cooperative Bank for Savings,
Inc., SSB (“Cooperative Bank” or the “Bank”); a North Carolina chartered sav-
ings bank. The Company’s primary activities consist of holding the stock of Co-
operative Bank and operating the business of the Bank. Accordingly, the informa-
tion set forth in this report, including financial statements and related data, relates
primarily to Cooperative Bank.

Cooperative Bank was chartered in 1898. The Bank’s headquarters are located in
Wilmington, North Carolina. Cooperative operates 17 financial centers through-
out the coastal and inland communities of eastern North Carolina. These centers
extend from Corolla, located on the Outer Banks of North Carolina, to Tabor City,
located on the South Carolina border. The Federal Deposit Insurance Corporation
(“FDIC”) insures the Bank’s deposit accounts up to applicable limits.

Through its financial centers, the Bank provides a wide range of banking products,
including interest bearing and non-interest bearing checking accounts, certificates
of deposit and individual retirement accounts. It offers an array of loan products:
overdraft protection, commercial, consumer, agricultural, real estate, residential
mortgage and home equity Ioans. Also offered are safe deposit boxes and auto-
mated banking services through ATMs and Access24 Phone Banking. In addition,
the Bank offers discount brokerage services, annuity sales and mutual funds through
a third party arrangement with UVEST Investment Services.

The common stock of Cooperative Bankshares, Inc..is traded on the NASDAQ
National Market under the symbol “COQP”.

Mission

It is the mission of Cooperative to provide the maximum in safety and security for
our depositors, an equitable rate of return for our stockholders, and excellent ser-
vice for our customers, and to do so while operating in a fiscally sound and conser-
vative manner, with fair pricing of our products and services, good working condi-
tions, outstanding training and opportunities for our staff, along with a high level
of corporate citizenship. '
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SELECTED FINANCIAL AND OTHER DATA

At December 31, 2001 2000 1999 1998 1997
Dollars in Thousands
Selected Financial Condition Data:
Assets $ 458,114 $ 414961 $ 410,146 $ 389,773 $ 369,121
Loans, net 373,458 347,486 334,744 321,324 286,692
Securities 47,970 35,027 45,261 44,749 54,904
FHLB stock 4,155 3,755 3,755 2,825 2,688
Deposits 339,830 327,312 304,834 301,656 288,691
Borrowed funds 83,097 55,101 75,106 55,109 50,226
Stockholders' equity 33,618 30,812 29,343 31,613 28,294
Year Ended December 31, 2001 2000 1999 1998 1997
Selected Operations Data: Dollars in Thousands
Interest income $ 31,117 $ 31,709 § 28,449 § 28,411 § 26,093
Interest expense 18,916 19,305 16,422 17,212 15,732
Net interest income 12,201 12,404 12,027 11,199 10,361
Provision for loan losses 460 970 210 330 153
Noninterest income 2,040 1,670 1,228 1,180 790
Noninterest expenses 9,303 10,193 8,885 8,275 7,370
Income before income taxes 4,478 2,911 4,160 3,774 3,628
Net income 2,889 1,932 2,680 2,385 2,234
Selected Financial Ratios and Other Data:
Return on average assets 0.67% 0.47% 0.69% 0.62% 0.63%
Return on average equity 8.91% 6.35% 8.88% 7.86% 8.26%
Average stockholders' equity to average assets 7.57% 7.38% 7.74% 7.95% 7.63%
Non-performing assets to total assets 0.84% 0.22% 0.35% 1.08% 0.08%
Allowance for loan losses to total loans 0.67% 0.62% 0.39% 0.35% 0.28%
Dividend payout ratio 19.49% 28.09% - - -
Per Share Data:
Earnings per:
Common share - basic $ 1.03 $ 071 § 095 $ 079 §% 0.75
Common share - diluted $ 1.02 $ 069 $ 090 $ 0.74 3 0.70
Cash dividends declared $ 020 S 0.20 - - -
Tangible book value $ 11.86 § 11.35 § 1092 § 10.38 § 9.48
Number of common shares outstanding 2,835,447 2,714,610 2,687,919 3,046,284 2,984,396




Net income for the year ended December 31, 2001 was $2,888,943 or $1.02 per diluted share, a 49.6%
increase over the same period last year. Net income for the 12 months ended December 31, 2000 was $1,931,675,
or $.69 per diluted share, which included one-time restructuring charges of $463,572 (after tax). Total assets at
December 31, 2001 were $458.1 million as compared to $415.0 million at December 31, 2000, a 10.4% increase
in assets during the year. Stockholders’ equity was $33.6 million, or $11.86 per share, and represented 7.34% of
assets.

* " During the year our Retail Banking Division originated 910 commercial and consumer loans in the
amount of $111.6 million as compared to 873 loans for $52.1 million during the previous year. At December 31,
2001, loans made by the Retail Banking Division constituted 46.9% of total loans as compared to 37.8% at
December 31, 2000. The Mortgage Loan Division originated 249 loans totaling $44.6 million as compared tc
174 loans totaling $22.7 million during the year 2000. The Mortgage Division also originated $29.3 million in
brokered mortgage loans during 2001, generating $386,500 in fee income, compared to $6.5 million in brokered
mortgage loans and $93,000 in fee income for the year 2000.

In April 2001, we opened our 17" financial center in Whiteville, North Carolina giving us two banking
centers in Columbus County. This center has exceeded all of its first-year goals for growth in deposits.

During the past year we installed additional ATM’s in Washington, Corolla, Whiteville and downtown
Wilmington, giving us a total of 11 ATM’s.

During 2001 the company continued paying a quarterly cash dividend of $.05 per share to our stockhold-
ers, and it is our hope and intention to continue paying such dividends in the future.

The cost cutting plan that was announced in October 2000 produced the expected results as earnings
improved each quarter in 2001.

In summary, the past year has been one that has been marked by continued improvement in earnings and
efficiencies. With the dramatic increase in retail and commercial loans, our balance sheet is becoming increas-
ingly more banklike. By adding an additional office in Whiteville and four additional ATM’s we have increased
the number of outlets to provide the people of Eastern North Carolina with the best of community bank services
available. With the continued improvement in efficiencies as a result of our cost cutting during the prior year, I
am very confident about the future of our company. Thank you for your support.

Sincerely yours,
Frederick Willetts, III
President
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General

Cooperative Bankshares, Inc. (the “Company”) is a registered bank holding company incorporated in North
Carolina in 1994. The Company was formed for the purpose of serving as the holding company for Cooperative
Bank for Savings, Inc., SSB (“Cooperative Bank” or the “Bank™); a North Carolina chartered savings bank. The
Company’s primary activities consist of holding the stock of Cooperative Bank and operating the business of the
Bank. Accordingly, the information set forth in this report, including financial statements and related data, relates
primarily to Cooperative Bank.

The following management’s discussion and analysis is presented to assist in understanding the Company’s
financial condition and results of operations. This discussion should be read in conjunction with the consolidated
financial statements and accompanying notes presented in this report.

Critical Accounting Policy

The Bank’s most significant critical accounting policy is the determination of its allowance for loan losses.
A critical accounting policy is one that is both very important to the portrayal of the Bank’s financial condition and
results, and requires management’s most difficult, subjective or complex judgments. What makes these judgments
difficult, subjective and/or complex are due to the need to make estimates about the effects of matters that are
inherently uncertain. For further information on the allowance for loan losses, see the “Financial Condition” in
Management’s Discussion and Analysis and Note 3 of the “Notes to Consolidated Financial Statements” included
the Annual Report.

Mamnagement Strategy

Cooperative Bank’s lending activities have traditionally concentrated on the origination of loans for the
purpose of constructing, financing or refinancing residential properties. In recent years, however, the Bank has
emphasized origination of nonresidential real estate loans, equity lines of credit, and secured and unsecured
consumer and business loans. As of December 31, 2001 approximately $273 million, or 73%, of the Bank’s loan
portfolio consisted of loans secured by residential properties which includes $34 million of loans classified as
construction and land development. This was down from approximately $291 million, or 83% at December 31,
2000. The Bank originates adjustable rate and fixed rate loans. As of December 31, 2001, adjustable rate and fixed
rate loans totaled approximately 63% and 37%, respectively, of the Bank’s total loan portfolio.

The Bank has chosen to begin selling a larger percentage of its fixed rate mortgage loan originations
through broker dealer arrangements. This enables the Bank to invest its funds in commercial loans, while increasing
fee income. This is part of the continuing effort to restructure the balance sheet and operations to be more reflective
of a commercial bank.

In the past, the Bank has sold fixed rate, long term mortgage loans in the secondary market as part of the
asset/liability management program. In 2001, the Bank sold $470,000 in loans in the secondary market. The Bank
generally retains the servicing of loans sold outside of the broker dealer arrangements, which generally receives a
fee payable monthly of up to 4% per annum of the unpaid balance of each loan.

The growth in the loan portfolio has been concentrated in real estate-backed construction and land
development and commercial loans. The anticipated effects of these loans is to increase the yield on the loan
portfolio. These loans generally involve a higher level of credit risk than one-to-four family residential lending due
to the concentration of principal in a limited number of loans and borrowers, the effects of general economic
conditions and the volatility of the collateral. This increased risk also causes the allowance for loan losses to
increase, which is the primary reason for the increase in the allowance over the past two years.

Interest Rate Sensitivity Analysis

Interest rate sensitivity refers to the change in interest spread resulting from changes in interest rates. To
the extent that interest income and interest expense do not respond equally to changes in interest rates, or that all
rates do not change uniformly, earnings will be affected. Interest rate sensitivity, at a point in time, can be analyzed
using a static gap analysis that measures the match in balances subject to repricing between interest-earning assets
and interest-bearing liabilities. Gap is considered positive when interest rate sensitive assets exceed interest rate
sensitive liabilities. Gap is considered negative when interest rate sensitive liabilities exceed interest rate sensitive
assets. At December 31, 2001, Cooperative had a one-year negative gap position of 7.3%. During a period of rising
interest rates, a negative gap would tend to adversely affect net interest income, while a positive gap would tend to
result in an increase in net interest income. During a period of falling interest rates, a negative gap would tend to
result in an increase in net interest income while a positive gap would tend to adversely affect net interest income. It
is important to note that certain shortcomings are inherent in static gap analysis. Although certain assets and
liabilities may have similar maturities or periods of repricing, they may react in different degrees to changes in
market interest rates. For example, part of the Company’s adjustable-rate mortgage loans are indexed to the
National Monthly Median Cost of Funds to SAIF-insured institutions. This index is considered a lagging index that
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may lag behind changes in market rates. The one-year or less interest-bearing liabilities also include checking,
savings, and money market deposit accounts. Experience has shown that the Company sees relatively modest
repricing of these transaction accounts. Management takes this into consideration in determining acceptable levels
of interest rate risk.

The following table indicates the time periods in which interest-earning assets and interest-bearing
liabilities will mature or reprice in accordance with their contractual terms. The table assumes prepayments and
scheduled principal amortization of fixed-rate loans and mortgage-backed securities, and assumes that adjustable
rate loans will reprice at contractual repricing intervals.

INTEREST RATE SENSITIVITY ANALYSIS

Over One Over Five
One Year Through Through Over Ten
December 31, 2001 or Less Five Years Ten Years Years Total

(Dollars in thousands)
Interest-earning assets:

Securities $ 5058 $ 28,634 $ 8795 § 5,483 § 47,970
Interest-bearing bank balances 1,586 - - - 1,586
Federal Home Loan Bank stock 4,155 - - - 4,155
Loan portfolio 239,125 100,306 21,133 15,417 375,981

Total $ 249924 § 128940 § 29928 §$ 20,900 § 429,692

Interest-bearing liabilities:

Deposits $ 243389 § 70,980 $ 7,744  § - § 322,113
Borrowed funds 40,003 33,011 10,016 67 83,097
Total $ 283392 $ 103991 § 17,760  $ 67 $ 405210
Interest rate sensitivity gap $ (33,468) $ 24949 § 12,168 $ 20,833 $ 24,482

Cumulative interest rate sensitivity gap  $  (33,468) § 8,519) § 3,649 § 24,482

Cumulative ratio of interest-earning
assets to interest-bearing liabilities 88.2% 97.8% 100.9% 106.0%

Ratio of cumulative gap to total assets (7.3%) (1.9%) 0.8% 53%

Market Risk

The Company’s primary market risk is interest rate risk. Interest rate risk is the result of differing maturities
or repricing intervals of interest earning assets and interest bearing liabilities and the fact that rates on these financial
instruments do not change uniformly. These conditions may impact the earnings generated by the Company’s
interest earning assets or the cost of its interest bearing liabilities, thus directly impacting the Company’s overall
earnings. The Company’s management actively monitors and manages interest rate risk. One way this is
accomplished is through the development of and adherence to the Company’s asset/liability policy. This policy sets
forth management’s strategy for matching the risk characteristics of the Company’s interest earning assets and
liabilities so as to mitigate the effect of changes in the rate environment.
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One way to measure the Company’s potential exposure to interest rate risk is to estimate the effect of a
change in rates on the Company’s Economic Value of Equity (“EVE”). At December 31, 2001, the negative
estimated change in EVE is significantly reduced in the rising rate environments as compared to the estimated
change at December 31, 2000. There are not significant changes to EVE in declining rate environments from
December 31, 2000, to December 31, 2001, except for the 400 basis point decline in rates which had a significant
increase in EVE. The following table sets forth information relating to the Company’s EVE and the estimated
changes under various interest rate change scenarios as of December 31, 2001 (in thousands).

Market Risk Table
December 31, 2001
Change in Economic Estimated Estimated

Interest Rates Value of Equity $ Change % Change
400 basis point rise $ 21,736 (11,259) -34%
300 basis point rise 24,654 (8,341) -25%
200 basis point rise 27,850 (5,145) -16%
100 basis point rise 31,624 (1,371) -4%
Base Scenario 32,995 - -
100 basis point decline 34,255 1,260 4%
200 basis point decline 31,898 (1,097) -3%
300 basis point decline 32,647 (348) -1%
400 basis point decline 37,140 4,145 13%

Computation of prospective effects of hypothetical interest rate changes, such as the above computations,
are based on numerous assumptions, including relative levels of market interest rates, loan prepayments and deposit
decay, and should not be relied upon as indicative of actual results. Further, the computations do not contemplate
any actions management could undertake in response to sudden changes in interest rates.

Liquidity

The Company’s goal is to maintain adequate liquidity to meet potential funding needs of loan and deposit
customers, pay operating expenses, and meet regulatory liquidity requirements. Maturing securities, principal
repayments of loans and securities, deposits, income from operations and borrowings are the main sources of
liquidity. Scheduled loan repayments are a relatively predictable source of funds, unlike deposits and loan
prepayments that are significantly influenced by general interest rates, economic conditions and competition.

At December 31, 2001, the estimated market value of liquid assets (cash, cash equivalents, and marketable
securities) was approximately $60.5 miilion, representing 14.3% of deposits and borrowed funds as compared to
$52.8 million or 13.8% of deposits and borrowed funds at December 31, 2000. Management maintains a portfolio
generally consisting of mortgage-backed securities and securities with short maturities (within 5 years) and call
dates, consistent with the Bank’s focus on liquidity. Investment securities available for sale are recorded at their fair
value, with the unrealized gain or loss included as a component of shareholders’ equity, net of deferred taxes.

The Company’s securities portfolio consists of U.S. Government agency, mortgage-backed and other
permissible securities including preferred stock from the Federal Home Loan Mortgage Corporation (“FHLMC”)
and a General Motors Acceptance Corporation (GMAC) Note. The Federal National Mortgage Association
(FNMA) and FHLMC guarantee the mortgage-backed securities. Mortgage-backed securities entitle the Company
to receive a pro rata portion of the cash flows from an identified pool of mortgages. Although mortgage-backed
securities generally offer lesser yields than the loans for which they are exchanged, they present substantially lower
credit risk by virtue of the guarantees that back them. Mortgage-backed securities are more liquid than individual
mortgage loans, and may be used to collateralize borrowings or other obligations of the Company.
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The mortgage-backed and related securities owned by the Company are subject to repayment by the
mortgagors of the underlying collateral at any time. These repayments may be affected by a rising or declining
interest rate environment. During a rising or declining interest rate environment, repayments and the interest rate
caps may subject the Company’s mortgage-backed and related securities to yield and/or price volatility.

The Company’s primary uses of liquidity are to fund loans and to purchase investments. At December 31,
2001, outstanding off-balance sheet commitments to extend credit totaled $30.3 million, and the undisbursed portion
of construction loans was $33.7 million. Management considers current liquidity levels adequate to meet the
Company’s cash flow requirements

Contractual Obligations and Commitments

The Bank enters into agreements that obligate it to make future payments under contracts, such as debt and
lease agreements. In addition, the Bank commits to lend funds in the future such as credit lines and loan
commitments. Below is a table of such contractual obligations and commitments at December 31, 2001 (in

thousands).
Payments Due by Period
Less
than 1 1-3 4-5 Over 5
Contractual Obligations Total year years years years
Borrowed Funds $83,097 $35,000  $25,000 $ - $23,097
Lease Obligations 1,495 95 186 169 1,045
Deposits 339,830 296,739 43,055 - 36
Total Contractual Cash Obligations $424,422  $331,834  $68,241 $169  $24,178
Amount of Commitment Expiration
Per Period
Total Less
Amounts than 1 1-3 4-5 Over 5
Other Commitments Committed year years years years
Undisbursed portion of home equity
collateralized primarily by junior liens
on 1-4 family properties $12,031 $ -8 - % - $12,031
Other commitments and credit lines 15,755 10,356 3,689 111 1,599
Undisbursed portion of construction loans 33,728 33,728 - - -
Fixed-rate mortgage loan commitments 618 618 - - -
Adjustable-rate mortgage loan
commitments 1,881 1,881 - - -
Total Commitments $64,013 $46,583 $3,689 $111 $13,630
Capital

Stockholders’ equity at December 31, 2001, was $33.6 million, up $2.8 million, or 9.1%, from $30.3
million at December 31, 2000. The improved capital position during the year 2001 reflects the impact of earnings
retention after the declaration of cash dividends of $563,034, or $0.20 per share, and the exercising of 141,537 stock
options. Stockholders’ equity at December 31, 2001 and December 31, 2000 includes unrealized gains net of tax of
$188,000 and $30,000, respectively, on securities available for sale.

Under the capital regulations of the FDIC, the Bank must satisfy minimum leverage ratio requirements and
risk-based capital requirements. Banks supervised by the FDIC must maintain a minimum leverage ratio of core
(Tier I) capital to average adjusted assets ranging from 3% to 5%. At December 31, 2001, the Bank’s leverage
capital ratio was 7.47%. The FDIC’s risk-based capital rules require banks supervised by the FDIC to maintain risk-
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based capital to risk-weighted assets of at least 8.00%. Risk-based capital for the Bank is defined as Tier I capital
plus the balance of allowance for loan losses. At December 31, 2001, the Bank had a ratio of qualifying total capital
to risk-weighted assets of 11.00%.

The Company, as a bank holding company, is also subject, on a consolidated basis, to the capital adequacy
guidelines of the Board of Governors of the Federal Reserve (the “Federal Reserve Board”). The capital
requirements of the Federal Reserve Board are similar to those of the FDIC governing the Bank.

The Company currently exceeds all of its capital requirements. Management expects the Company to
continue to exceed these capital requirements without altering current operations or strategies. For further
information, see Note 7 of Notes to Consolidated Financial Statements.

On December 20, 2001, the Company’s Board of Directors approved a quarterly cash dividend on its
common stock of $.05 per share. The dividend was payable January 16, 2002, to shareholders of record on January
2, 2002. Any future payment of dividends is dependent on the financial condition and capital needs of the
Company, requirements of regulatory agencies, and economic conditions in the marketplace.

Related Party Transactions

The Bank has had, and expects to have in the future, banking transactions in the ordinary course of business
with several directors, officers and their associates (“Related Parties”) on substantially the same terms, including
interest rates and collateral, as those prevailing at the time for comparable transactions with others. Those
transactions neither involve more than normal risk of collectibility, nor present any unfavorable features. The one
exception is officers can participate in the Bank’s employee loan program which offers a six month adjustable rate
that is 1% above the Bank’s cost of funds rounded up to the next 14%. Only the employees’ primary residence can
be used as collateral and the interest rate is the only favorable term. Officers do not get preferential treatment in this
program over other employees. For further information, see Note 3 of Notes to Consolidated Financial Statements
included in the Annual Report and the Proxy.
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FINANCIAL CONDITION AND RESULTS OF OPERATIONS
DECEMBER 31, 2001 COMPARED TO DECEMBER 31, 2000

Financial Condition

The Company’s total assets increased 10.4% to $458.1 million at December 31, 2001, as compared to
$415.0 million at December 31, 2000. The major changes in the assets are as follows: a decrease of $5.9 million
(32.2%) in cash and cash equivalents, an increase of $26.9 million (167.7%) in securities available for sale, a
decrease of $14.0 million (73.7%) in held to maturity secunities, an increase of $26.0 million (7.5%) in net loans
receivable, and a $9.1 million (722.6%) increase in other assets. At December 31, 2001 and 2000, the investment
portfolio totaled $52.1 million and $38.8 million, respectively, an increase of $13.3 million or 34.4 percent. On
January 1, 2001, the Company transferred held-to-maturity investment securities with an amortized cost of
approximately $5,978,000 to the available-for-sale category at fair value as allowed by SFAS No. 133. The
unrealized loss at the time of transfer was approximately $32,000 before taxes. The Bank funded the increase in
securities, loans and other assets with a $12.5 million (3.8%) increase in retail deposits, a $28.0 million (50.8%)
increase in borrowed funds and other available liquid assets. The increase in other assets was due to an increase in
cash surrender value of bank owned life insurance (BOLI) of $8.1 million and a $600,000 increase in prepaid
maintenance due to the purchase of a 5 year maintenance agreement on the core processing software. Although the
Company has historically concentrated its lending activities on the origination of loans for the purpose of financing
or refinancing residential properties, it is now actively pursuing construction, land development, consumer, and
business lending.

The Company’s nonperforming assets (nonaccrual loans, accruing loans 90 days or more delinquent and
foreclosed real estate) were $3.8 million, or 0.84% of assets, at December 31, 2001, compared to $925,000 or 0.22%
of assets, at December 31, 2000. The Company usually assumes an aggressive position in collecting delinquent
loans and disposing of foreclosed assets to minimize balances of nonperforming assets and continues to evaluate the
loan and real estate portfolios to provide loss reserves as considered necessary. In light of what happened on
September 11, 2001, and the economic conditions in general, the Mortgage Division has taken the approach to work
with our borrowers and help them through these uncertain times which is part of the reason for the increase in
nonperforming assets. Of the $3.1 million in nonaccrual and accruing loans 90 days or more delinquent, $2.6
million is secured by 1-4 family residential property, which have historically experienced low charge offs due to the
adequacy of the collateral. Therefore, while there can be no guarantee, in the opinion of management, the allowance
for loan losses of $2.5 million at December 31, 200! is adequate to cover probable losses inherent in the loan
portfolio.

Management considers a variety of factors in establishing the appropriate [evels for the provision and the
allowance for loan losses. Consideration is given to, among other things, the impact of current economic conditions,
the diversification of the loan portfolio, historical loss experience, the review of loans by the loan review personnel,
the individual borrower’s financial and managerial strengths, and the adequacy of underlying collateral.

The process used to allocate the allowance for loan losses considers, among other factors, whether the
borrower is a mortgage, retail or commercial customer, whether the loan is secured or unsecured, and whether the
loan is an open or closed-end agreement. Generally, loans are reviewed and risk graded among groups of loans with
similar characteristics. An independent third party annually reviews our risk grade for appropriateness. The
probable loss projections for each risk grade group are the basis for the allowance allocation. The loss estimates
are based on prior experience, general risk associated with each loan group and current economic conditions. The
unallocated allowance for loan losses primarily represents the impact of certain conditions that were not considered
in allocating the allowance to the specific components of the loan portfolio.

At December 31, 2001 deposits had increased $12.5 million (3.8%) to $339.8 million as compared to
$327.3 million at December 31, 2000. With the focus to restructure the balance sheet to be more reflective of a
commercial bank, management took an aggressive position in attracting noninterest bearing demand deposit
accounts. Noninterest bearing demand accounts increased $5.0 million (40.0%) to $17.7 million as compared to
$12.7 million at December 31, 2000.

During the first six months of 2001, the Bank had excess liquidity which it invested in various securities to
increase yield. During the second six months of 2001, loans increased $23 million while deposits increased only $1
million. To fund this loan growth and to purchase $8.1 million in BOLJ, the Bank received $28.0 million in
borrowed funds. Borrowed funds, collateralized through an agreement with the Federal Home Loan Bank (FHLB)
for advances, are secured by the Bank’s investment in FHLB stock and qualifying first mortgage loans. At




December 31, 2001, $35 million in borrowed funds mature in 1 year and the remaining amounts mature in 2 to 10
years. For further information, see Note 6 of Notes to Consolidated Financial Statements.

Results of Operations

The net income of the Company depends primarily upon net interest income. Net interest income is the
difference between the interest earned on loans, securities and interest-bearing deposits in other banks offset by the
cost of funds, consisting principally of the interest paid on deposits and borrowings. The Company’s operations are
materially affected by general economic conditions, the monetary and fiscal policies of the Federal government, and
the policies of regulatory authorities.

Net income .

Net income increased 49.6% to $2.9 million for the year 2001, as compared to $1.9 million in 2000 and
$2.7 million in 1999. The following analysis of the Bank’s results of operations will explain the changes that had an
effect on net income for the three years under review.

Interest Income

Interest income amounted to $31.1 million during 2001, a $592,000 (1.9%) decrease from 2000 levels,
which increased $3.3 million (11.5%) from the 1999 levels. Interest income reduction during 2001 resulted from
lower yields on earning assets. The average balance of interest-earning assets increased 3.0% but was more than
offset by the yield decreasing 37 basis points as compared to the same period a year ago. The yield fell because of
the action the Federal Reserve took to reduce interest rates in hopes to spur the economy. Their actions reduced the
prime rate to which many of our loans are tied. During 2000, the increase in interest income was due to a 6.0%
increase in the average balance of interest-earning assets and a 39 basis point increase in the average yield as
compared to 1999. The yield on average interest-earning assets for the year 2001 decreased to 7.55% as compared
to 7.92% for 2000 and 7.53% for 1999.

Interest Expense

Interest expense amounted to $18.9 million during 2001, a $388,000 (2.0%) decrease from 2000 levels,
compared to a $2.9 million (17.6%) increase from 1999 to 2000. The decrease in interest expense during 2001
resulted from a lower cost of interest-bearing liabilities., During 2001, the average balance of interest-bearing
liabilities increased 3.2% but was more than offset by the cost decreasing 26 basis points as compared to 2000.
During 2000 the increase in interest expense was due to a 53 basis point increase in the average rate paid and a 5.6%
increase in the average balance of interest-bearing liabilities as compared to 1999. The average cost on interest-
bearing liabilities for the year 2001 decreased to 4.97% as compared to 5.23% for 2000 and 4.70% for 1999.

Net Interest Income

Net interest income totaled $12.2 million during 2001, a decrease of $203,000 or 1.6% over 2000, when net
interest income was $12.4 million. During 2000, net interest income grew $377,000 or 3.1% over the $12.0 million
recorded during 1999. The Average Yield/Cost Analysis table analyzes the interest-earning assets and interest-
bearing liabilities for the three years ending December 31, 2001. The Rate/Volume Analysis table identifies the
causes for changes in interest income and interest expense for 2001 and 2000. The interest rate spread was 2.53%
for 2001, compared to 2.69% for 2000 and 2.83% for 1999. The declining interest rate spread can be attributed to
the fact that more assets reprice within 30 days as compared to liabilities, therefore the spread contracted in 2001
due to the rapidly declining interest rate environment. Once interest rates stabilize, management expects the spread
between the average yield on interest-earning assets and the average cost on interest-bearing liabilities to improve.
The net yield on interest-earning assets was 2.96% for 2001 compared to 3.10% for 2000 and 3.19% for 1999.

During 2001, the Bank provided a retirement benefit for its Board of Directors, President and
Executive Vice President. [n addition, the Directors can now defer their Board compensation. These benefits are
funded through the purchase of BOLI, which should enable the Bank to provide these benefits without a reduction to
net income. This transaction will have a negative impact on net interest income of approximately $350,000 because
it was funded with borrowed funds. Noninterest income should be positively affected by approximately $250,000.
However, income from the BOLI is not taxable, resulting in an anticipated net increase in net income of
approximately $35,000.
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AVERAGE YIELD/COST ANALYSIS

The following table contains information relating to the Company’s average balance sheets and reflects the
average yield on earning assets and average cost of interest-bearing liabilities for the periods indicated. Such yields
and costs are derived by dividing income or expense by the average balances of assets or liabilities, respectively, for
the periods presented. The average loan portfolio balances include nonaccrual loans.

For the year ended

DECEMBER 31, 2001 DECEMBER 31, 2000 DECEMBER 31, 1999
(Dollars in thousands) Average Average Average
Average Yield/ Average Yield/ Average Yield/
Balance Interest Cost Balance Interest Cost Balance Interest Cost
ASSETS
Interest-earning assets:
Interest-bearing deposits in other banks $ 7,648 $ 271 3.54% $ 9,528 $ 390 4.09% $ 10,042 $ 379 3.77%
Securities:
Available for sale 36,671 2,212 6.03% 21,619 1,267 5.86% 30,210 1,868 6.18%
Held to maturity 7,452 400 5.37% 18,385 1,066 5.80% 14,769 694 4.70%
FHLB stock 3,761 254 6.75% 3,755 291 7.75% 3,087 234 7.58%
Loan portfolio 356,540 27,980 7.85% 346,848 28,695 8.27% 319,480 25,274 791%
Total interest-earning assets 412,072 31,117 7.55% 400,135 31,709 7.92% 377,588 28,449 7.53%
Non-interest earning assets 16,676 11,665 12,392 —
Total assets T428748 T37171,800 T389,980
LIABILITIES AND
STOCKHOLDERS' EQUITY
Interest-bearing liabilities:
Deposits $ 319,777  $ 15,353 4.80% $ 303,379  § 15,062 496% $ 292,174 $ 12,838 4.35%
Borrowed funds 60,943 3,563 5.85% 65,470 4,243 6.48% 57,036 3,584 6.28%
Total interest-bearing liabilities 380,720 18,916 4.97% 368,849 19,305 5.23% 349,210 16,422 4.70%
Non-interest bearing liabilities 15,588 — 12,549 — 10,598 —
Total liabilities 396,308 381,398 359,808
Stockholders' equity 32,440 30,402 30,172
Total liabilities and stockholders' equity — $47874% — $411,800 ~$389.980
Net interest income 512,201 $12,404 $12,027
Interest rate spread 2.58% 2.69% 2.83%
Net yield on interest-earning assets 2.96% 3.10% 3.19%
Percentage of average interest-earning
assets to average interest-bearing
liabilities 108.2% 108.5% 108.1%
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RATE/VOLUME ANALYSIS

The table below provides information regarding changes in interest income and interest expense for the
period indicated. Foreach category of interest-earning assets and interest-bearing liabilities, information is provided
on changes attributable to (i) changes in volume (changes in volume multiplied by old rate) and (ii) changes in rates
(change in rate multiplied by old volume). The changes attributable to changes in rate-volume have been allocated
to the other categories based on relative absolute values.

For the year ended For the year ended
December 31, 2000 vs. December 31, 2001 December 31, 1999 vs. December 31, 2000
Increase (Decrease) Increase (Decrease)
Due to Due to
(Dollars in thousands)
Volume Rate Total Volume Rate Total
Interest income:
Interest-bearing deposits in other banks  $ (72) $ 47n s (119) $ (20 32 % 11
Securities:
Available for sale 906 39 945 (508) 93) (601)
Held to maturity (593) (73) (666) 189 183 372
FHLB stock - (37 (37) 52 5 57
Loan portfolio 788 (1,503) (715) 2,230 1,191 3,421
Total interest-earning assets 1,025 (1,621) (392) 1,942 1,318 3,260
Interest expense:
Deposits 797 (506) 291 507 1,717 2,224
Borrowed funds (282) (398) (680) 543 116 659
Total interest-bearing liabilities 313 (9049) (389) 1,050 1,833 2,883
Net interest income $ 514§ 717y $ (203) $ 892 § (515) % 377

Provision for Loan Losses

The provision for loan losses charged to operations was $460,000 during 2001, compared to $970,000
during 2000 and $210,000 during 1999. The provision for 2000 included an increase of approximately $670,000
made in response to a detailed review of the Bank’s loan portfolio. Management’s decision to increase the loan loss
reserve was considered appropriate in light of the successful expansion in the commercial loan portfolio and was not
in response to any significant increase in non-performing assets. While commercial loans typically earn a higher
yield than traditional residential mortgage loans, they pose an incrementally higher level of credit risk to the
Company. A review of the portfolio during the first quarter of 2000 highlighted this trend in the portfolio and
prompted management to make this provision. The commercial loan portfolio continues to expand which is why the
provision for loan losses continues to increase. Nonperforming assets at December 31, 2001 were $3.8 million
compared to $925,000 at December 31, 2000 and $1.4 million at December 31, 1999. Net charge-offs for 2001
were $97,000 compared to $117,000 during 2000 and $82,000 during 1999. At December 31, 2001, the allowance
for loan losses was 0.67% of net loans as compared to 0.62% for 2000 and 0.39% for 1999. The allowance for
loan losses increased to $2.5 million at December 31, 2001 compared to $2.2 million at December 31, 2000 and $1.3
million at December 31, 1999. Management considers this level to be appropriate based on lending volume, the
current level and types of delinquencies and other nonperforming assets, historical charge off patterns, overall
economic conditions and other factors. Future increases to the allowance may be necessary, however, due to
changes in loan composition or loan volume, changes in economic or market area conditions and other factors.
Additionally, various regulatory agencies, as an integral part of their examination process, periodically review the
Company’s allowance for loan losses. Such agencies may require the recognition of additions to the allowance
based on their judgments of information available to them at the time of their examination.

Nomninterest Income

Total noninterest income increased to $2.0 million during 2001, an increase of $371,000 or 22.2% over
2000. This compares to $1.7 million and $1.3 million during 2000 and 1999, respectively. The major component in
the year 2001 that had the most impact on noninterest income was the sale of securities resulting in net gains of
$125,000 versus a loss on sale of securities of $287,000 in 2000. These gains were realized as the investment
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portfolio was being managed during the year of rapidly declining interest rates. Management has not budgeted any
gains on sale of securities in the future. Service charges and fees on loans increased to $731,000 (63.6%) during the
year 2001 as compared to $447,000 (38.7%) for 2000 and $322,000 in 1999. The increase in service charges and
fees on loans for 2001 was mainly due to an increase in loan settlement service fees for loans processed for others.
This program began in May 2000 and the volume has increased in 2001 due to the favorable rate environment.
Deposit-related fees increased to $967,000 (16.9%) during the year 2001 as compared to $827,000 (18.1%) for 2000
and $701,000 in 1999. The increase in deposit-related fees can be attributed to an increase in the volume of
checking accounts and a change in the fee structure during the year 2000, which was in place for the entire year of
2001. Other income increased to $205,000 (106.1%) during the year 2001 as compared to $100,000 (39.5%) for
2000 and $71,000 in 1999. The majority of the increase can be attributed to the increase in the cash surrender value
of the BOLI that was purchased in 2001.

Noninterest Expense

Total noninterest expense was $9.3 million during the year 2001, a decrease of $890,000 or 8.7% from
2000. The major decrease in noninterest expense during the year 2001 can be attributed to a modification to the
defined benefit plan in 2000 and a onetime offering of a special early retirement benefit to certain employees at
December 31, 2000. With a modification to the defined benefit plan in 2000, the Company expensed $35,000 in
2001 as compared to $304,000 in 2000 and $120,000 in 1999. As a result of this change, the Bank offered a special
early retirement benefit to certain employees meeting the eligibility requirements, resulting in a one-time charge of
$754,000 to compensation and fringe benefits in 2000. The Bank’s occupancy and equipment expense was $2.1
million during 2001, an increase of 4.0% as compared to $2.0 million in 2000 and $1.9 million in 1999. The
increase in the years 2001 and 2000 can be attributed to additional maintenance necessary to keep the buildings and
equipment in good repair, increases in property tax, increases in the cost of data processing services, and normal
increases in utility expenses. Advertising cost for the year 2001 was $278,000, a decrease of 30.2% as compared to
$398,000 in 2000 and $445,000 in 1999. The reduction in advertising can be attributed to a more conservative
advertising policy. Other operating expense was $1.8 million, an increase of 5.0% as compared to $1.7 million in
2000 and $1.8 million in 1999. The majority of the increase can be attributed to credits the Bank received in 2000
for phone lines for data processing. No such credits were received in 2001 and 1999.

Income Taxes )

The effective tax rate for the years ended December 31, 2001, 2000 and 1999 was 35.5%, 33.6% and
35.6% respectively. The increase in the effective tax rate in 2001 over 2000 was due to lower relative levels of state
tax-exempt income.

Note Regarding Forward-Looking Statememnts

In addition to historical information contained herein, the discussion contains forward-looking statements
that involve risks and uncertainties. Economic circumstances, the Company’s operations, and the Company’s actual
results could differ significantly from those discussed in the forward-looking statements. Some of the factors that
could cause or contribute to such differences are discussed herein, but also include changes in the economy and
interest rates in the nation, changes in the Company’s regulatory environment and the Company’s market area

generally.
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SELECTED QUARTERLY DATA

The following table contains selected financial data for the Company on a quarterly basis for the previous eight
quarters.

2001 2000
Fourth Third Second First Fourth Third Second First
Dotlars in Thousands
Selected Quarter-End Balances:
Assets $458,114 $443,781 $427,992 $417,408 $414961 $414,720 $420,735 $ 410,465
Loans, net 373,458 364,306 351,104 349,136 347,486 348,872 351,678 343,222
Securities 47,970 47,441 51,650 42,767 35,027 39,829 38,683 38,619
FHLB stock 4,155 3,755 3,755 3,755 3,755 3,755 3,755 3,755
Deposits 339,830 340,615 338,985 328,566 327,312 319,647 321,167 316,412
Borrowed funds 83,097 68,098 55,099 55,100 55,101 63,103 68,104 63,105
Stockholders' equity 33,618 33,010 31,873 31,375 30,812 30,713 30,021 29,418
Dollars in Thousands
Selected Operations Data:
Interest income $ 7505 $ 7870 $ 7825 § 7918 $ 8064 $ 8060 $ 7925 § 7,660
Interest expense 4,375 4,747 4,823 4,972 5,088 5,005 4,744 4,468
Net interest income 3,130 3,123 3,002 2,946 2,976 3,055 3,181 3,192
Provision for loan losses 160 120 90 90 90 90 90 700
Noninterest income 630 533 462 415 410 335 332 593
Noninterest expenses 2,362 2,292 2,275 2,374 3,016 2,162 2,359 2,656
Income before income taxes 1,238 1,244 1,099 897 280 1,138 1,064 429
Net income 806 805 703 574 235 728 695 274
Selected Financial Ratios and Other Data:
Return on average assets 0.72% 0.74% 0.67% 0.56% 0.23% 0.70% 0.67% 0.27%
Return on average equity 9.59% 9.87% 8.77% 731% 3.01% 9.52% 9.28% 3.66%
Average stockholders' equity to average assets 7.52% 7.53% 7.63% 7.59% 7.56% 7.39% 7.25% 7.33%
Per Share Data:
Earnings per:

029 § 029 § 025 § 021 0.08
028 $§ 028 $§ 025 % 020 0.08

Common share - basic 5 $ $ $
) $ $ $

005 §% 005 §$ 005 $ 0.05 $ 005 % 005 $ 005 $ 0.05
$ $ $ $
2 2, 2 2,

Common share - diluted
Cash dividends declared
Tangible book value
Number of common shares outstanding

1186 § 1169 § 1138 § 1120 11.35
,835,447 2,823,271 2,800,975 2,800,975 , 714,610

N SO es

714,610 709,078
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The Board of Directors
Cooperative Bankshares, Inc.:

We have audited the accompanying consolidated statements of financial condition of Cooperative
Bankshares, Inc. and subsidiary as of December 31, 2001 and 2000, and the related consolidated
statements of operations, comprehensive income, stockholders’ equity, and cash flows for the years then
ended. These consolidated financial statements are the responsibility of the Company’s management. Qur
responsibility is to express an opinion on these consolidated financial statements based on our audits. The
accompanying consolidated financial statements of Cooperative Bankshares, Inc. and subsidiary for the
year ended December 31, 1999 were audited by other auditors whose report thereon dated January 21,
2000 expressed an unqualified opinion on those statements.

We conducted our audits in accordance with auditing standards generally accepted in the United States of
America. Those standards require that we plan and perform the audit to obtain reasonable assurance about
whether the financial statements are free of material misstatement. An audit includes examining, on a test
basis, evidence supporting the amounts and disclosures in the financial statements. An audit also includes
assessing the accounting principles used and significant estimates made by management, as well as
evaluating the overall financial statement presentation. We believe that cur audits provide a reasonable
basis for our opinion.

In our opinion, the 2001 and 2000 consolidated financial statements referred to above present fairly, in all
material respects, the financial position of Cooperative Bankshares, Inc. and subsidiary as of December 31,
2001 and 2000, and the results of their operations and their cash flows for the years then ended in
conformity with accounting principles generally accepted in the United States of America.

Raleigh, North Carolina
January 16, 2002, except as to note 16,
which is as of February 25, 2002
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December 31, 2001 and 2000

Assets 2001 2000
Cash and due from banks, noninterest-bearing 10,709,799 3,904,275
Interest-bearing deposits in other banks 1,585,779 14,244,161
Total cash and cash equivalents 12,295,578 18,148,436
Securities: '
Available for sale (amortized cost of $42,661,527 in 2001
and $16,000,677 in 2000) 42,970,180 16,049,376
Held to maturity (estimated market value of $5,282,815
in 2001 and $18,553,526 in 2000) 5,000,000 18,977,776
FHLB stock 4,154,500 3,755,300
Loans 375,980,628 349,645,598
Less allowance for loan losses 2,522,737 2,159,663
Net loans 373,457,891 347,485,935
Other real estate owned 759,272 234,711
Accrued interest receivable 2,637,367 2,776,404
Premises and equipment, net 6,471,715 6,272,610
Prepaid expenses and other assets 10,367,162 1,260,232
Total assets 458,114,065 414,960,780
Liabilities and Stockholders’ Equity
Deposits 339,830,052 327,312,324
Borrowed funds 83,097,156 55,101,477
Escrow deposits 220,944 560,775
Accrued interest payable 264,391 300,396
Accrued expenses and other liabilities 1,083,242 873,629
Total liabilities 424 495,785 384,148,601
Commitments and contingencies
Stockholders’ equity:
Preferred stock, $1 par value: 3,000,000 shares authorized, _
no shares issued and outstanding — —
Common stock, $1 par value: 7,000,000 shares authorized,
2,835,447 and 2,714,610 issued and outstanding 2,835,447 2,714,610
Additional paid-in capital 2,435,720 2,234,936

Accumulated other comprehensive income 188,278 29,707

Retained earnings 28,158,835 25,832,926
Total stockholders’ equity 33,618,280 30,812,179
Total liabilities and stockholders’ equity $ 458,114,065 414,960,780

See accompanying notes to consolidated financial statements.




Years ended December 31, 2001, 2000 and 1999

2001 2000 1999
Interest income:
Loans $ 27,980,414 28,694,889 25,274,397
Securities 2,611,299 2,332,743 2,561,805
Other 271,767 390,285 379,476
Dividends on FHLB stock 253,918 291,036 233,730
Total interest income 31,117,398 31,708,953 28,449,408
Interest expense:
Deposits 15,352,845 15,061,870 12,837,966
Borrowed funds 3,563,469 4,242,721 3,583,825
Total interest expense 18,916,314 19,304,591 16,421,791
Net interest income 12,201,084 12,404,362 12,027,617
Provision for loan losses 460,000 970,000 210,000
Net interest income after provision for
loan losses 11,741,084 11,434,362 11,817,617
Noninterest income:
Gain on sale of loans 11,150 245 161,365
Net gain (loss) on sale of securities 125,172 (287,282) 938
Service charges and fees on loans 731,338 446,922 322,146
Deposit-related fees 967,171 827,432 7C0,811
Gain on sale of branch — 582,583 —
Other income 205,428 99,694 71,471
Total noninterest income 2,040,255 1,669,594 1,256,731
Noninterest expenses:
Compensation and fringe benefits 5,124,945 6,046,774 4,670,391
Occupancy and equipment 2,073,635 1,994,560 1,939,797
Advertising 277,758 397,662 444,521
Real estate owned expenses and losses 22,053 36,031 29,123
Other 1,804,761 1,718,160 1,830,495
Total other operating expenses 9,303,152 10,193,187 8,914,327
Income before income taxes 4,478,191 2,910,679 4,160,021
Income tax expense 1,589,248 979,004 1,479,591
Net income $ 2,888,943 1,931,675 2,680,430
Net income per share:
Basic $ .1.03 1 95
Diluted 1.02 .69 .50
Weighted average common shares outstanding:
Basic 2,797,317 2,714,216 2,819,846
Diluted 2,823,191 2,805,611 2,974,043

See accompanying notes to consolidated financial statements.




Years ended December 31, 2001, 2000 and 1999

2001 2000 1999
Net income $ 2,888,943 1,931,675 2,680,430
Other comprehensive income (loss):
Unrealized gain (loss) arising during the year 385,127 286,808 (776,995)
Tax (expense) benefit (150,201) (111,855) 303,028
Reclassification to realized (gain) loss (125,172) 287,282 (938)
Tax expense (benefit) 48,817 (112,040) 366
Other comprehensive income (loss) 158,571 350,195 (474,539)
Comprehensive income $ 3,047,514 2,281,870 2,205,891

See accompanying notes to consolidated financial statements.
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Years ended December 31, 2001, 2000 and 1999

Accumulated
other
Additional comprehensive Total
Commen paid-in income (loss), Retained stockholders’
stock capital net earnings equity
Balance, December 31, 1998 $ 3,046,284 6,649,374 154,051 21,763,441 31,613,150
Exercise of stock options 23,424 28375 — — 51,799
Tax benefit of stock option exercise —_ 66,998 — — 66,998
Repurchase of stock (381,789 shares) (381,789) (4,212,749) — — (4,594,538)
Other comprehensive loss, net of taxes — — (474,539) —_ (474,539)
Net income for year — — — 2,680,430 2,680,430
Balance, December 31, 1999 2,687,919 2,531,998 (320,488) 24,443,871 29,343,300
Exercise of stock options 73,076 132,959 — — 206,035
Tax benefit of stock option exercise — 4,251 — — 4,251
Repurchase of stock (46,385 shares) (46,385) (434,272) — — (480,657)
Other comprehensive income, net of taxes — -— 350,195 — 350,195
Net income for year — — — 1,931,675 1,931,675
Cash dividends ($.20 per share) — — — (542,620) (542,620)
Balance, December 31, 2000 2,714,610 2,234,936 29,707 25,832,926 30,812,179
Exercise of stock options 141,537 392,364 — —_ 533,901
Tax benefit of stock option exercise _ 60,372 — — 60,372
Stock traded to exercise options

{20,700 shares) (20,700) (251,952) — — (272,652)
Other comprehensive income, net of taxes — — 158,571 — " 158,571
Net income for year —_— -— — 2,888,943 2,888,943
Cash dividends (8.20 per share) — — — (563,034) (563,034)
Balance, December 31, 2001 $ 2,835,447 2,435,720 188,278 28,158,835 33,618,280

See accompanying notes to consolidated financial statements.
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Years ended December 31, 2001, 2000 and 1999

Net income
Adjustments to reconcile net income to net cash
provided by operating activities:
Net accretion and amortization
Depreciation
Net (gain) loss on sale of securities
Gain on sale of loans
Benefit from deferred income taxes
Loss (gain) on sales of premises and equipment
Gain on sale of branch office
Loss on sales of foreclosed real estate
Valuation losses on foreclosed real estate
Provision for loan losses
Proceeds from sales of loans
Changes in assets and liabilities:
Accrued interest receivable
Prepaid expenses and other assets
Accrued interest payable
Accrued expenses and other liabilities

Net cash provided by operating activities

Purchases of securities available for sale

Purchases of securities held to maturity

Proceeds from maturity of securities available for sale
Proceeds from sale of securities available for sale
Proceeds from maturities of securities held to maturity
Proceeds from maturities of securities available for sale
Loan originations, net of principal repayments
Proceeds from disposals of foreclosed real estate
Purchases of premises and equipment

Proceeds from sales of premises and equipment

Net cash paid related to sale\of branch office

Net expenditures on foreclosed real estate

Purchases of FHLB stock

Purchases of life insurance

Net cash used in investing activities

Net increase in deposits
Proceeds from borrowed funds
Principal payments on borrowed funds
Proceeds from issuance of common stock, net
Purchase and retirement of common stock
Dividends paid
Net change in escrow deposits
Net cash provided by financing activities

Increase (decrease) in cash and
cash equivalents

Cash and cash equivalents:
Beginning of year
End of year

2001 2000 1999
3 2,888,943 1,931,675 2,680,430
45,494 15,085 117,717
669,842 639,291 664,189
(125,172) 287,282 (938)
(11,150} (245) (161,365)
(276,589) (695,383) (280,431)
8,621 (130) 7,783
— (582,583) —
3,793 22,681 16,974
36,330 — 10,000
460,000 970,000 210,000
506,245 44,560 39,923,328
139,037 (309,675) (184,802)
(843,020) 890,265 (924,337)
(36,005) (169,702) 80,599
269,985 496,507 135,275
3,736,354 3,539,628 42,294 422
(82,123,753) (10,000,000) (1,999,375)
— (986,604) (5,000,000)
16,000,000 5,000,000 —
43,107,351 16,277,957 2,000,938
8,000,000 — —_
2,413,006 213,783 3,600,089
(28,078,369) (15,451,318) (51,386,357)
643,413 353,420 193,452
{902,513) (789,299) (544,567)
3,518 68,154 500
— (5,156,761) —_
(35,352) (14,985) (30,880)
(399,600) — (927,300)
(8,088,704) — —
(49,461,003) (10,485,653) (54,093,500)
12,517,728 29,576,608 3,178,251
49,000,000 61,000,000 52,000,000
(21,004,321) (81,004,090) {32,003,872)
261,249 206,035 51,799
— (480,657) (4,594,538)
(563,034) (406,890) —
(339,831) 218,071 11,976
39,871,791 9,109,077 18,643,616
(5,852,858) 2,163,052 6,844,538
18,148,436 15,985,384 9,140,846
$ 12,295,578 18,148,436 15,985,384
{Continued)
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Years ended December 31, 2001, 2000 and 1999

2001 20600 1599
Cash paid for:
Interest $ 18,952,319 19,305,008 16,450,109
Income taxes 1,699,583 1,739,500 1,724,000
Summary of noncash investing and financing activities:
Transfer from loans to other real estate owned 1,151,318 351,201 330,014
Transfer of premises and equipment to other real
real estate owned 21,427 — —
- Loans to facilitate the sale of foreclosed
5 real estate —_ — 2,355,000
! Unrealized gains (losses) on securities available
for sale, net of taxes 158,571 350,195 (474,539)
Transfer of securities from held to maturity to
available for sale at fair value 5,946,000 — —

See accompanying notes to consolidated financial statements.
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December 31, 2001 and 2000

Basis of Presentation and Significant Accounting Pelicies
Basis of Presentation

The consolidated financial statements include the accounts and transactions of Cooperative Bankshares,
Inc. (the Company), a bank holding company incorporated under the laws of the State of North Carolina,
and its wholly owned subsidiary, Cooperative Bank for Savings, Inc., SSB (the Bank), and the Bank’s
wholly owned subsidiary CS&L Services, Inc. All significant intercompany transactions have been
eliminated.

Nature of Operations

The Company operates 17 offices (including 16 full service branches) in Eastern North Carolina and offers
a wide range of banking services including deposits, bank cards, and alternative investment products. The
funds are used for the extension of credit through home loans, commercial loans, consumer lcans, and
other installment credit such as home equity loans, auto and boat loans, and check reserves. The
Company’s primary source of revenue is interest income from its loan and securities portfolios.

Use of Estimates in the Preparation of Financial Statements

The preparation of financial statements in conformity with accounting principles generally accepted in the
United States of America requires management to make estimates and assumptions that affect the reported
amounts of assets and liabilities and disclosure of contingent assets and liabilities in the financial
statements and accompanying notes. Actual results could differ from those estimates.

Reclassifications

Certain items included in prior years’ financial statements have been reclassified to conform to the current
year presentation. These reclassifications have no effect on the net income or stockholders’ equity as
previocusly reported. '\

Significant Accounting Policies

The significant accounting policies of the Company are summarized below:

(@) Cash and Cash Equivalents

Cash and cash equivalents include demand and time deposits (with original maturities of ninety days
or less) at other institutions.

Federal regulations require institutions to set aside specified amounts of cash as reserves against
transaction and time deposits. As of December 31, 2001, the daily average gross reserve requirement
was $651,000.

(Continued)
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Securities

Investments in certain securities are classified into three categories and acccunted for as follows: (1)
debt securities that the entity has the positive intent and the ability to hold to maturity are classified
as held to maturity and reported at amortized cost; (2) debt and equity securities that are bought and
held principally for the purpose of selling them in the near term are classified as trading securities
and reported at fair value, with unrealized gains and losses included in earnings; (3) debt and equity
securities not classified as either held to maturity securities or trading securities are classified as
available for sale securities and reported at fair value, with unrealized gains and losses excluded
from net income and reported as other comprehensive income and included as a separate component
of stockholders’ equity.

Premiums are amortized and discounts are accreted using the effective interest method over the
remaining terms of the related secunties. Gains and losses on the sales of securities are determined
using the specific-identification method and are included in noninterest income at the time of sale.

FHLB Stock

The Company, as a member of the Federal Home Loan Bank (FHLB) System, is required to
maintain an investment in capital stock of the FHLB of Atlanta in an amount equal to the greater of
1% of its outstanding home loans or 5% of its outstanding FHLB advances. No ready market exists
for FHLB stock, and it has no quoted market value. The FHLB stock is carried at cost.

Loans and Allowance for Loan Losses

Loans are stated at the amount of unpaid principal, reduced by an allowance for loan losses,
unearned discounts and net deferred loan origination fees and costs. Interest income on loans is
recorded on the accrual basis based upon the principal amount cutstanding. Defeired loan fees and
costs and unearned discounts are amortized to interest income over the contractual life of the loan
using the interest methed.

The Company evaluates its loan portfolic in accordance with Statement of Financial Accounting
Standards (SFAS) No. 114, “Accounting by Creditors for Impairment of a Loan” as amended by
SFAS No. 118, “Accounting by Creditors for Impairment of a Loan — Income Recognition and
Disclosure”. Under these standards, a loan is considered impaired, based on current information and
events, if it is probable that the Company will be unable to collect the scheduled payments of
principal and interest when due according to the contractual terms of the loan agreement.
Uncollateralized loans are measured for impairment based cn the present value of expected future
cash flows discounted at the original contractual interest rate, while all collateral-dependent loans are
measured for impairment based on the fair value of the collateral. As permitted by the statement,
smaller-balance homogeneous loans which consist primarily of residential mortgages and consumer
loans are evaluated collectively and reserves are established based on historical loss experience.

The Company uses several factors in determining if a loan is impaired. The internal asset
classification procedures include a thorough review of significant loans and lending relationships and
the accumulation of related data. This data includes loan payment status, borrowers’ financial data
and borrowers’ operating factors such as cash flows and operating income or loss.

(Continued)
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The allowance for loan losses is established through a provision charged to income. The allowance is
an amount that management believes will be adequate to absorb probable losses on existing loans,
based on the evaluations of the collectibility of loans and prior loan loss experience. The evaluations
take into consideration such factors as changes in the nature and volume of the loan portfolio quality,
review of specific problem loans, and current economic conditions and trends that may affect the
borrowers’ ability to pay. It is possible that such factors in management’s evaluations of the
adequacy of the allowance for loan losses will change. Thus, future additions to the allowance may
be necessary based on the impact of changes in economic conditicns.

Additionally, various regulatory agencies, as an integral part of their examination process,
periodically review the Company’s allowance for loan losses. Such agencies may require the
recognition of additions to the allowance based on their judgments of information available to them
at the time of their examination.

Income Recognition on Impaired and Nonaccrual Loans

Loans, including impaired loans, are generally classified as nonaccrual if they are past due for a
payment of principal or interest for a period of more than 90 days, unless such loans are well-secured
and in the process of collection. Loans that are on a current payment status or past due less than 90
days may also be classified as nonaccrual if repayment in full of principal and/or interest is in doubt.
When interest accrual is discontinued, all unpaid accrued interest is reversed. Interest income is
subsequently recognized only to the extent cash payments are received.

Loans may be returned to accrual status when all principal and interest amounts contractually due
(including arrearages) are reasonably assured of repayment within an acceptable period of time, and
there is a sustained period of repayment performance (generally a minimum of six months) by the
borrower, in accordance with the contractual terms of interest and principal.

When the future collectibility of the recorded loan balance is expected, interest income may be
recognized on a cash basis. In the case where a nonaccrual loan had been partially charged-off,
recognition of interest on a cash basis is limited to that which would have been recognized on the
recorded loan balance at the contractual interest rate. Receipts in excess of that amount are recorded
as recoveries to the allowance for loan losses until prior charge-offs have been fully recovered.

Transfers and Servicing of Financial Assets

There were $470,400 in loans sold in 2001 with retained servicing rights. The recorded balance of
the rights to service mortgage loans for others was $3,898 at December 31, 2001 and is included in
other assets. There were no loan sales in 2000 with retained servicing rights. Fees on loans sold in
1999 are considered to adequately compensate the Company; therefore, no servicing assets were
recorded on those sales.

{Continued)
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December 31, 2001 and 2000

Servicing loans for others generally consists of collecting mortgage payments, maintaining escrow
accounts, disbursing payments to investors and foreclosure processing. Loan servicing income is
recorded on the cash basis less the amortized amount for retained servicing rights and includes
servicing fees from investors and certain charges collected from borrowers, such as late payment
fees.

Other Real Estate Owned

Other real estate owned is recorded initially at the lower of the loan balance or estimated fair value
of the property less estimated costs to sell at the date of foreclosure and subsequently reduced by
additional allowances which are charged to eamings if the estimated fair value declines below its
initial value plus any capitalized costs. Costs related to the improvement of the property are
capitalized, whereas those related to holding the property are expensed.

Premises and Equipment

Premises and equipment are carried at cost less accumulated depreciation and amortization. The
provision for depreciation is computed using the straight-line method over the estimated useful lives
of the varicus classes of assets. Useful lives range from 15 tc 40 years for buildings and 5 to 10 years
for furniture and equipment. The cost of leasehold improvements is amoriized on the straight-line
method over the lesser of the lives of the improvements or the terms of the leases. Repairs and
maintenance are charged to expense as incurred.

Income Taxes

Deferred tax asset and liability balances are determined by application tc temporary differences of
the tax rate expected to be in effect when taxes become payable or receivable. Temporary differences
are differences between the tax basis of assets and liabilities and their reported amounts in the
consolidated financial statements that will result in taxable or deductible amounts in future years.

Comprehensive Income

The Company reports as comprehensive income all changes in stockholders’ equity during the year
from nonowner sources, Other comprehensive income refers to all components (revenues, expenses,
gains, and losses) of comprehensive income that are excluded from net income. The Company’s only
component of other comprehensive income is unrealized gains and losses on securities available for
sale.

Segment Information

SFAS No. 131, “Disclosures about Segments of an Enterprise and Related Information”, requires
that public business enterprises report certain information about operating segments. It also requires
that the public business enterprises report related disclosures and descriptive information about
products and services provided by significant segments, geographic areas, and major customers,
differences between the measurements used in reporting segments and those used in the enterprise’s
general-purpose financial statements, and changes in the measurement of segment amounts from
period to period.

(Continued)
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The Company has determined that it operates primarily in one operating segment, the providing of
general commercial financial services to customers located in the single geographic area of Eastern
North Carolina. The various products are those generally offered by community banks, and the
allocation of resources is based on the overall performance of the institution, versus the individual
branches or products.

New Accounting Pronouncements

On January 1, 2001, the Company adopted SFAS No. 133, “Accounting for Derivative Instruments
and Hedging Activities”. The statement is effective for fiscal years beginning after June 15, 2000,
with earlier adoption permitted, as amended by SFAS No. 137. SFAS No. 133 establishes accounting
and reporting standards for derivative instruments and for hedging activities. The statement requires
an entity to recognize ail derivatives as either assets or liabilities in the statement of financial
positicn and measure those instruments at fair value. On January 1, 2001, the Company transferred
held-to-maturity investment securities with an amortized cost of approximately $5,978,000 to the
available-for-sale category at fair value as allowed by SFAS No. 133. The unrealized loss at the time
of transfer was approximately $32,000 before tax. Such transfers from the held-to-maturity category
at the date of initial adoption shall not call into question the Company’s intent to hold other debt
securities to maturity in the future. The Company does not engage in any hedging activities, and,
other than the aforementioned transfer of securities, the adoption of the statement had no material
impact on the Company’s consclidated financial statements.

The Financial Accounting Standards Board (FASB) has issued SFAS No. 140, “Accounting for
Transfers and Servicing of Financial Assets and Extinguishments of Liabilities, a Replacement of
FASB Statement No. 125.” It revises the standards for accounting for securitizations and other
transfers of financial assets and collateral and requires certain disclosures, but it carries over most of
SFAS No. 125’s provisions without reconsideration. This statement is effective for transfers and
servicing of financial assets and extinguishments of liabilities occurring after March 31, 2001. This
statement 1s effective for recognition and reclassification of collateral and disclosures relating to
securitization transactions and collateral for fiscal years ending after December 15, 2000. The
Company adopted this statement during 2001 with no material impact to the Company.

On July 1, 2001, the Company adepted SFAS No. 141, “Business Combinations”. This Statement
improves the transparency of the accounting and reporting for business combinations by requiring
that all business combinations be accounted for under a single method—the purchase method. Use
of the pooling-of-interests method is no longer permitted. SFAS No. 141 requires that the purchase
method be used for business combinations initiated after June 30, 2001.

The FASB has issued SFAS No. 142 “Goodwill and Other Intangible Assets”. This Statement
requires that goodwill no longer be amortized to earnings, but instead be reviewed for impairment.
This change provides investors with greater transparency regarding the economic value of goodwill
and its impact on earnings. The amortization of goodwill ceases upon adoption of the Statement,
which will be January 1, 2002. Management of the Company anticipates that due to the fact that it
does not have goodwill or other intangible assets, the adoption of SFAS No. 142 will not have a
material effect on the Company.

{Continued)
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December 31, 2001 and 2000

(2) Securities

Securities as of December 31, 2001 and 2000 are summarized as fellows:

Gross Gross
Ameortized unrealized unrealized Estimated
cost gains losses market value
2001
Securities available for sale:
U.S. Government and
agency securities 25,600,964 268,987 112,134 25,757,817
Mortgage-backed securities 11,070,696 120,060 67,456 11,123,300
Marketable equity securities 4,984,950 114,425 —_ 5,099,375
Corporate bond 1,004,917 — 15,229 989,688
- Total 42,661,527 503,472 194,819 42,970,180
Securities held to maturity:
U.S. Government and
agency securities 5,000,000 282,815 — 5,282,815
" 2000
Securities available for sale:
U.S. Government and
agency securities 16,000,677 52,449 3,750 16,049,376
Securities held to maturity:
U.S. Government and
agency securities 18,014,900 —_ 447,085 17,567,815
Mortgage-backed securities 962,876 22,835 — 985,711
Total 18,977,776 22,835 447,085 18,553,526
(Continued)

27




toiConsolidatedzknancial-Statcmen;

December 31, 2001 and 2000

The maturities of securities at December 31, 2001 are summarized as follows:

Estimated
Amortized market
cost value
Held to maturity:

After 1 year through 5 years $ 5,000,000 5,282,815

Available for sale:
After 1 year through 5 years $ 18,001,194 18,146,878
After 5 years through 10 years 8,604,687 8,600,627
Marketable equity securities 4,984,950 5,099,375
Mortgage-backed securities 11,070,696 11,123,300
$ 42,661,527 42,970,180

Expected maturities for mortgage-backed securities will differ from contractual maturities because
borrowers have the right to call or prepay obligations with or without call or prepayment penalties.

For the three years ended December 31, 2001, sales of investment securities resulted in grdss realized gains
of $125,172 in 2001, gross realized gains of $4,697 and gross realized losses of $291,979 in 2000, and

gross realized gains of $938 in 1999.

Investment securities having an aggregate carrying value of $11,592,502 at December 31, 2001 were

pledged to secure public funds on deposit.

28
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(3) Leoans
Loans at December 31, 2001 and 2000 are summarized as follows (in thousands):
2001 2000
Real estate:
Construction and land development $ 62,142 37,542
Mortgage:
1-4 family residential 209,622 234,383
Muiti-family residential 15,626 17,081
Commercial 55,664 31,300
Equity line 13,131 11,954
Other 254 174
Total real estate loans 356,439 332,434
Commercial, industrial and agricultural 13,430 10,970
Consumer 7,285 7,236
Total gross loans : 377,154 350,640
Unamortized net deferred fees (1,173) (994)
Loans $ 375,981 349,646

In the normal course of business, the Company originates loans to related parties. Related parties include
directors, executive officers, principal shareholders of equity securities, or any associate of such persons.
The activity with respect to related party loans is summarized below for the year ending December 31,

2001:
Balance at beginning of year $ 2,441,071
New loans 4,460,447
Repayments (1,017,766)
Balance at end of year $ 5,883,752

Activity in the allowance for loan losses for the years ended December 31, 2001, 2000 and 1999 is
summarized as follows:

2001 2000 1999
Balance at beginning of year $ 2,159,663 1,306,381 1,178,242
Provision for loan losses 460,000 973,000 210,000
Loans charged-off (105,775) (146,474) (94,034
Recoveries 8,849 29,756 12,173
Balance at end of year $ 2,522,737 2,159,663 1,306,381
{Continued)
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The following is a summary of nonperforming assets at December 31, 2001 and 2000 (in thousands):

2001 2080
Loans 90 days past due and still accruing interest $ 2,563 358
Nonaccrual loans 565 333
Other real estate owned 759 234
Total $ 3,827 925

At December 31, 2001 and 2000, the recorded investment in loans considered impaired in accordance with
SFAS No. 114 totaled $505,378 and $332,779, respectively, with no corresponding valuation allowances.
For the years ended December 31, 2001, 2000 and 1999, the average recorded investment in impaired
loans was approximately $513,000, $204,000 and $130,000, respectively. The amount of interest
recognized on impaired loans during the porticn of the year that they were impaired was not material.

In the normal course of business, the Company enters into off-balance sheet commitments to extend credit.
The Company maintains the same credit policies in making off-balance sheet commitments as it does for
its on-balance sheet instruments. Commitments to extend credit are agreements to lend which generally
have fixed expiration dates or other termination clauses and may require a fee.

The following table summarizes the Company’s outstanding off-balance sheet commitments to extend
credit at December 31, 2001 and 2000 (in thousands):

2001 2000

Undisbursed portion of home equity lines of credit

collateralized primarily by junior liens on 1-4 family

properties $ 12,031 10,475
Other commitments and credit lines 15,755 12,233
Fixed-rate mortgage loan commitments 618 100
Adjustable-rate mortgage loan commitments 1,881 1,158
Total $ 30,285 23,966

As commitments may expire unused, the total commitment amount does not necessarily represent future
cash requirements.

The Company, through its normal lending activity, originates and maintains loans which are substantially
concentrated in Eastern North Carolina, where its offices are located. The Company’s policy calls for
collateral or other forms of repayment assurance to be received from the borrower at the time of loan
origination. Such collateral or other form of repayment assurance is subject to changes in economic value
due to various factors beyond the control of the Company and such changes could be significant.

The Company originates both adjustable and fixed interest rate loans. The adjustable-rate loans have
interest rate adjustment limitations and are indexed to various nationally recognized indexes or financial
instruments. Future market factors may affect the correlation of the interest rate adjustment with rates the
Company pays on the short term depeosits that have been primarily utilized to fund these loans.

(Continued)
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Mortgage loans serviced for others approximated $56,041,406, $74,140,415 and $84,128,060 at

December 31, 2001, 2000 and 1999, respectively.

Premises and Equipment

Premises and equipment at December 31, 2001 and 2000 are summarized as follows:

2001 2000
Land : $ 1,983,684 1,683,684
Buildings 5,523,756 5,460,049
Leasehold improvements 307,994 307,994
Furniture and equipment 5,786,263 5,086,359
13,601,697 12,838,086
Less accumulated depreciation and amortization (7,129,982) (6,565,476)
Premises and equipment, net $ 6,471,715 6,272,610
Deposits
Deposits at December 31, 2001 and 2000, are summarized as follows (in thousands):
2001 2000
Demand $ 17,716 12,650
Checking with interest 18,523 18,474
Money market accounts 24,862 22,236
Savings 20,175 21,363
Time deposits of $100 or more 74,610 63,020
Other time deposits 183,944 189,569
Total $ 339,830 327,312
At December 31, 2001, the scheduled maturities of time depeosits were (in thousands):
2002 $ 215,463
2003 41,611
2004 1,444
2005 —
2006 —
Thereafter 36
Total time deposits  $ 258,554
(Continued)
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Borrowed Funds

Borrowed funds and the corresponding weighted average rates (WAR) at December 31, 2001 and 2000 are
summarized as follows:

2001 WAR 20080 WAR
Advances from FHLB $ 83,000,000 4.59% $ 55,000,000 6.23%
Affordable Housing Program
Advances from FHLB 97,156 3.50% 101,477 3.50%
Total $ 83,097,156 $ 55,101,477

Pursuant to a collateral agreement with the FHLB, advances are collateralized by all the Company’s FHLB
stock and qualifying first mortgage loans. The balance of qualifying first mortgage loans as of December
31, 2001 was approximately $126,571,000. This agreement with the FHLB provides for a line of credit up
to 25% of the Bank’s assets. The maximum month end balances were $83 million, $75 million and $75
million during the years ended December 31, 2001, 2000 and 1999. Annual principal maturities of Federal
Home Bank advances for the years subsequent to December 31, 2001 are as follows:

2002 $ 35,000,000
2003 20,000,000
2004 5,000,000
2010 10,000,000
2011 13,000,000

$ 83,000,000

The Affordable Housing Program advances are funds advanced by the FHLB for the Company to lend to
borrowers who might not otherwise qualify for a home mortgage. These advances have an interest rate of
3.50% and mature at various times between November 2015 and January 2016.

Regulatory Matters and Capital Requirements

The Company is subject to various regulatory capital requirements administered by federal and state
banking agencies. Failure to meet minimum capital requirements can initiate certain mandatory, and
possibly additional discretionary, actions by regulators that, if undertaken, could have a direct material
effect on the Company’s consolidated financial statements. Quantitative measures established by
regulation to ensure capital adequacy require the Company to maintain minimum amounts and ratics, as set
forth in the table below. Management believes, as of December 31, 2001, that the Company meets all
capital adequacy requirements tc which it is subject. The Company’s only significant asset is its
investment in Cooperative Bank for Savings, Inc. SSB. Consequently, the information concerning capital
ratios is essentially the same for the Company and the Bank.

{Continued)
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As of December 31, 2001 and 2000, the most recent notification from the FDIC categorized the Bank as
well capitalized under the regulatory framework for prompt corrective action. To be categorized as well
capitalized the Bank must maintain minimum amounts and ratios, as set forth in the table below. There are
no conditions or events since that notification that management believes have changed the Bank’s

category.

The Bank’s actual capital amounts and ratios are alsc presented in the table below (dollars in thousands) as
of December 31:

Minimum Ratio to Maintain
Well-Capitalized Status

2001 2000 2001 2000
Risk-based capital:
Tier I capital $ 33,428 30,781
Total capital 35,951 32,941
Risk-adjusted
assets 326,820 268,061
Quarterly average
tangible assets 447214 412,312
Tier I capital ratio 10.23% 11.48% 6.00% 6.00%
Total capital ratio 11.00% 12.29% 10.00% 18.00%
Leverage capital
ratio 7.47% 7.47% 5.00% 5.00%

A liquidation account was established at the time of conversion to a stock institution in an amount equal to
the total net worth of the Bank as of March 31, 1991. Each eligible deposit account holder is entitled to a
proportionate share of this account in the event of a complete liquidation of the Bank, and only in such an
event. This share will be reduced if the account holder’s eligible deposits fall below the amount on the date
of record and will cease to exist if the account is closed. The liquidation account will never be increased
despite any increase after the conversion in the related eligible deposit of an account holder. The
liquidation account was approximately $2,509,453 at December 31, 2001.

The Bank may not declare or pay a cash dividend, or repurchase any of its capital stock, if the effect would
cause the regulatory net worth of the Bank to fall below the amount required for the liquidation account
established in connection with the conversion, or to an amount which is less than the minimum required by
the FDIC and the North Carclina Office of the Commissioner of Banks.

Benefit Plams

The Company participates in a qualified, noncentributory, defined-benefit, multi-employer retirement plan
(the Plan) covering substantially all of its employees. The benefits are based on each employee’s years of
service and the employee’s compensation during the last five years of employment.

(Continued)
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Under the multi-employer plan, the Company is required to contribute its share of the Plan’s total pension
liability as determined by the plan administrator. Expenses related to this Plan were $34,537, $303,803 and
$120,361 for the years 2001, 2000 and 1999, respectively.

During 2000, the Company made certain changes to its defined benefit plan. As a result of these changes,
three executives of the Company decided to take early retirement. The Company established a deferred
compensation plan for these executives, which resulted in a pre-tax charge of approximately $686,000.

The Company maintains a combined ESOP and 401(k) plan (the KSOF). Employees are able to contribute
up to 15% of their eligible annual compensation to the KSOP subject to Internal Revenue Service
limitations. The Company matches employee contributicns up to a limit determined annually by the Board
of Directors. The Board established the match at 50% up to the first 6% of the employee contribution for
2001 and 200C and 100% of the first 6% for 1999.

The compensation expense incurred by the Company for the KSOP was $78,585, $107,784 and $175,638
for the years ended December 31, 2001, 2000 and 1999, respectively.

Earnings Per Share

The following table provides a reconciliation of income available to common stockholders and the average
number of shares outstanding for the years ended December 31, 2601, 2000 and 1999:

2001 2000 1999
Net income (numerator) 3 2,888,943 1,931,675 2,680,430
Shares for basic EPS (denominator) 2,797,317 2,714,216 2,819,846
Dilutive effect of stock options 25,874 91,395 154,197
Shares for diluted EPS (denominator) 2,823,191 2,805,611 2,974,043

For the year ended December 31, 2001 and 2000, there were 14,204 and 114,043, respectively, of options
outstanding that were antidilutive since the exercise price exceeds the average market price for the year.
These options have been omitted from the 2001 calculation of the dilutive effect of stock options.

Income Taxes

Income tax expense consists of the following components for the years ended December 31, 2001, 2000
and 1699:

2001 2000 1999
Current tax expense $ 1,865,837 1,674,387 1,760,022
Deferred tax benefit (276,589) (695,383) (280,431)
Total tax expense $ 1,589,248 979,604 1,479,591
(Continued)
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For the year ended December 31, 2001, current tax expense consisted of $1,651,815 in federal tax expense
and $214,022 in state tax expense, Deferred tax benefit for the year ended December 31, 2001, consisted of
$227,083 in federal tax benefit and $49,506 in state tax benefit. For the year ended December 31, 2000,
current tax expense consisted of $1,525,540 in federal tax expense and $148,847 in state tax expense.
Deferred tax benefit for the year ended December 31, 2000, consisted of $570,120 in federal tax benefit

and $125,263 in state tax benefit.

The components of the net deferred tax asset at December 31, 2001 and 2000 are as follows:

2001 2000

Deferred tax assets:

Allowance for loan losses $ 972,515 693,368

Accrued pension cost 207,118 264,315
Total 1,179,633 957,683
Deferred tax liabilities:

Deferred loan fees 167,046 220,418

FHLB stock 190,467 190,467

Excess of book over tax basis of equipment 204,231 208,930

Unrealized gain on securities available for sale 120,376 18,992

Other 5,618 2,186
Total 687,738 640,993
Net deferred tax asset $ 491,885 316,690

The Company has no valuation allowance at December 31, 2001 or 2000 because management has
determined that it is more likely than not that the results of future operations will generate sufficient
taxable income to realize the deferred tax assets.

Reconciliations of income taxes computed at the statutory federal income tax rate (34%) to the provisions
for income tax for the years ended December 31, 2001, 2000 and 1999 are as follows:

Income taxes at federal tax rate

Increase (decrease) resulting from:

State income taxes, net of federal

income tax benefit

Cash surrender value of bank owned

life insurance
Other

Total

2001 2060 1999
$ 1,522,585 989,631 1,414,407
108,581 15,565 108,200
(34,035) — —
(7,883) (26,192) (43,016)
$ 1,589,248 979,004 1,475,561
{Continued)
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Retained earnings at December 31, 2001 and 2000 includes approximately $5,170,000 representing
pre-1988 tax bad debt reserve base year amounts for which no deferred income tax liability has been
provided since these reserves are not expected to reverse and may never reverse. Circumstances that would
require an accrual of a portion or all of this unrecorded tax liability are a reduction in qualifying loan levels
relative to the end of 1987, failure to meet the definition of a bank, dividend payments in excess of
accumulated tax earnings and profits, or other distributions, dissolution, liquidation or redemption of the
Bank’s stock.

Stock Option Plam

The Company has a Stock Option Plan (the Option Plan) for selected employees of the Company and for
nonemployee directors. The purpose of the Option Plan is to attract and retain the best available personnel
for positions of substantial responsibility and to provide additional incentive to key employees and
directors by facilitating their purchase of a stock interest in the Company.

The Option Plan provides for a term of ten years, after which no awards may be made, unless earlier
terminated by the Board of Directors pursuant to the Option Plan. The option exercise price is the market
price of the common stock on the date the option is granted. Options are fully vested and exercisable upon
being granted.

A summary of the status of the Option Plan as of December 31, 2001, 2000 and 1999, and changes during
the years then ended is presented below:

2001 2000 ‘ 1309
Weighted Weighted Weighted
average average average
option option option
Number price Number price Number price
Options
outstanding,
beginning
of year 246,457 $ 6.85 281,118 ) 5.03 225,542 $ 2.96
Granted 18,000 13.38 38,415 10.58 79,000 11.05
Exercised (141,537) 3.77 (73,076) 2.82 (23,424) 221
Forfeited (4,977) 10.86 — — — —_—
Options
outstanding,
end of year 117,943 3 11.37 246,457 3 6.85 281,118 3 5.03
(Continued)
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December 31, 2001 and 2000

On January 1, 1996 the Company adopted SFAS No. 123, “Accounting for Stock Based Compensation™.
As permitted by SFAS No. 123, the Company has chosen to continue te apply APB Opinion No. 25,
“Accounting for Stock Issued to Employees” and related interpretations. Accordingly, no compensation
cost has been recognized for options granted under the Option Plan. Had compensation cost for the
Company’s Option Plan been determined based on the fair value at the grant dates for awards under the
Option Plan consistent with the method of SFAS No. 123, the Company’s net income and net income per
share would have been reduced to the pro forma amounts indicated below.

2001 2000 1999
As Pro As Pro As Pro
Reported Forma Reported Forma Reported Forma

Net income $ 2,888,943 2,859,846 1,931,675 1,884,770 2,680,430 2,513,362
Net income per

share - basic 1.03 1.02 71 .69 .95 .89
Net income per
share -
E diluted 1.02 1.01 .69 . .67 .50 .85

The fair value of each option grant is estimated on the date of grant using the Black-Scholes option-pricing
model with the following weighted-average assumptions used for grants in 2001 and 2000. The weighted
average fair values of options granted in 2001, 2000 and 1999 were $2.65, $1.85 and $3.42, respectively.

2001 2000 1999
Risk-free interest rate 4.86% 6.00% 6.25%
Dividend yield 1.85% 2.0% 0%
Expected volatility 20% 20% 17.8%
Expected lives (in years) : 8 5 5

(Continued)
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December 31, 2001 and 2000

The following table summarizes additional information about the Option Plan at December 31, 2001:

Remaining
Number Contractual Number

Exercise Price Outstanding Life Exercisable
$7.50 10,000 2.25 years 10,000
10.50 5,424 5.25 years 5,424
10.94 9,000 7.70 years 9,000
11.00 10,315 8.00 years 10,315
11.00 500 40 years 500
11.00 500 .20 years 500
11.06 60,000 7.50 years 60,000
11.50 8,000 10 years 8,000
14.88 10,000 9.10 years 10,000
19.50 4,204 6.00 vears 4,204
117,943 7.20 years 117,943

(12) Parent Company Financial Information

Condensed financial information of Cooperative Bankshares, Inc., the parent company, at December 31,
2001 and 2000 and for the years ended December 31, 2001, 2000 and 1999 is presented below:

Condensed Statements of Financial Condition

38

2001 2000
Assets:
Cash 1,753 1,170
Equity investment in subsidiary 33,616,593 30,811,081
Cther assets 141,772 135,730
33,760,118 30,947,981
Liabilities and stockholders’ equity:
Other liabilities 141,838 135,802
Stockholders’ equity 33,618,280 30,812,179
33,760,118 30,947,981
(Continued)
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December 31, 2001 and 2000

Condensed Statements of Operations

Dividends from subsidiary $

Equity in undistributed net income of
subsidiary
Miscellaneous expenses

$

Operating activities:

Net income $

Equity in undistributed net income of
subsidiary
Change in other assets
Change in other liabilities
Amortization of deferred organization
costs
Net cash provided by (used in)
operating activities

Financing activities:
Proceeds from issuance of common
stock, net
Purchase and retirement of common
stock
Cash dividends paid
Net cash used in financing activities

Increase (decrease) in cash and cash
equivalents

Cash and cash equivalents, beginning of
year

Cash and cash equivalents, end of year $

2001 2000 1999

347,309 825,242 4,556,645
2,586,569 1,114,286 (1,852,795)
(44,935) (7,853) (23,420)

2,888,943 1,931,675 2,680,430

Condensed Statements of Cash Flows
2001 2000 1999

2,888,943 1,931,675 2,680,430

(2,586,569) (1,114,286) 1,852,795

— (135,730) —

(6) 72 —

— —_ 8,841

302,368 681,731 4,542,066
261,249 206,035 51,799 .
— (480,657) (4,594,538)

~ (563,034) (406,850) —
(301,785) (681,512) (4,542,739)
583 219 (673)

1,170 951 1,624

1,753 1,170 951

(Continued}
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December 31, 2001 and 2000

(13) Fair Value of Financial Instrumenmnts

The following disclosure of the estimated fair value of financial instruments is made in accordance with
the requirements of SFAS No. 107, “Disclosures About Fair Value of Financial Instruments”. The
estimated fair value amounts have been determined by the Company using the methods and assumptions
described below. However, considerable judgment is required to interpret market data to develop the
estimates of fair value. Accordingly, the estimates presented herein are not necessarily indicative of the
amounts the Company could realize in a current market exchange. The use of different market assumptions
and/or estimation methodologies may have a material effect on the estimated fair value amounts.

The following methods and assumptions were used to estimate the fair value of each class of financial
instruments for which it is practicable to estimate that value.

Cashk and Cash Egquivalents

The carrying amount is a reasonable estimate of fair value.

Securities

For investments in debt securities, fair values are based on quoted market prices or dealer quotes. For
other securities, fair value equals quoted market price, if available. If a quoted market price is not
available, fair value is estimated using quoted market prices for similar securities.

FHLB Stock

The carrying amount is a reasenable estimate of fair value.

Loans

The fair value of loans is estimated by discounting the future cash flows using the current rates at
which similar loans weculd be made to borrowers with similar credit ratings and for the same
remaining maturities.

Accrued Interest

The carrying amount is a reasonable estimate of fair value.

Deposits

The fair value of NOW, savings, and money market deposit accounts is the amount payable on
demand at the reporting date. The fair value of fixed-maturity certificates of deposit is estimated
using the rates currently offered for deposits of similar remaining maturities.

Borrowed Funds

Borrowed funds consist of FHLB borrowings with varying maturities. The fair values of these
liabilities are estimated using the discounted values of the contractual cash flows. The discount rate
is estimated using the rates currently in effect for similar borrowings.

(Continued)
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December 31, 2001 and 2000

Off-Balance Sheet Financial Instruments

The fair value of off-balance sheet financial instruments is considered immaterial. As discussed in
note 3, these off-balance sheet financial instruments are commitments to extend credit and are either
short term in nature or subject to immediate repricing.

The carrying amounts and estimated fair values of the Company’s financial instruments at December 31,
2001 and 2000 are as follows (in thousands}):

2001 2000
Carrying Estimated fair Carrying Estimated fair
amoumnt value amount value
Financial assets:
Cash and cash
equivalents $ 12,296 12,296 18,148 18,148
Securities:
Available for
sale 42,970 42,970 16,049 16,049
Held to maturity 5,000 5,283 18,978 18,554
Loans, net 373,458 376,503 347,486 348,179
FHLB stock 4,155 4,155 3,755 3,755
Accrued interest
receivable 2,637 2,637 2,776 2,776
Financial liabilities:
Deposits 339,830 340,320 327,312 324,987
Borrowed funds 83,097 86,451 55,101 53,391
Accrued interest
payable 264 264 300 300

(14} Stock Repurchase Plan

On October 21, 1999 the Company’s Board of Directors approved a Stock Repurchase Program
authorizing the Company to repurchase up to 138,000 shares, or approximately 5% of the then outstanding
shares of common stock. The Company did not purchase any shares pursuant to the program during 2001.
During 2000, the Company purchased 46,385 shares at an average cost of $10.36 per share pursuant to the
program.

(15) Branch Sale

During February 2000, the Company sold the Robersonville, N. C. branch with $7.1 million in deposits to
Southern Bank & Trust Company. A gain of $582,583 was realized on the sale.

(16) Subsequent Event

On February 25, 2002, the Company sold a parcel of real estate, resulting in a gain of approximately
$450,000 (unaudited).
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Corporate Headquarters
Cooperative Bankshares, Inc.
201 Market Street
P.O. Box 600
Wilmington, North Carolina 28402
(910) 343-0181

Transfer Agent Special Counsel
First Citizens Bank Stradley Ronon
Corporate Trust Department Kantarian & Bronstein, LLP
P.O. Box 29522 1220 19" Street, NW Suite 700
Raleigh, North Carolina 27626-0522 Washington, DC 20036
Annual Meeting Form 10-K
The Annual Meeting of Stockholders of Cooperative Copies of Form 10-K may be obtained without
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Hilton Wilmington Riverside, Corporate Headquarters address.

301 North Water Street, Wilmington, NC 28401
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www.coop-bank.com

Annual Disclosure Statement
“This information has not been reviewed or confirmed for accuracy or relevancy by
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e )

Cooperative Bankshares, Inc. stock is traded on the NASDAQ National Market under the symbol “COOP”. As of
December 31, 2001, there were 2,835,447 shares outstanding, which were held by 544 stockholders of record. The
Company began paying a quarterly cash dividend in April 2000. Stock performance for 2001 and 2000 is given in
the following table.

Quarterly Common Stock Data

2001 2000
Quarters Ended High Low High Low
December 12.400 9.500 12.000 9.000
September 13.500 9.500 10.250 8.250
June 12.500 10.800 11.625 8.000
March 15.750 9.750 12.125 8.875
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Cooperative Bank Financiai Centers
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Cooperative Bankshares, Inc.

Corporate Headquarters

201 Market Street
P.O.Box 600
Wilmington, North Carolina 28402

www.coop-bank.com
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